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Some Phases of Accounting Investigations for
Refinancings, Consolidations and Mergers*
PART II—TAX PHASES AND CERTIFICATION OF
RESULTS

By Walter A. Staub
Federal income taxes might be thought to have lost their im
portance for business, now that the heavy profits taxes are
no longer in force, yet, when we realize that even at the present
time between a seventh and an eighth of the net income of every
business corporation is being taken in federal income tax alone,
we see that it is a vital element in a statement of financial condition
or in a statement of earnings.
I venture to say that, if prior to the war anyone had been
rash enough to suggest taking any such proportion of corporate
incomes in federal taxation and had any thought that it was seri
ously contemplated, or that in a few years it would actually be
done, the impression would have been widespread that the country
was rapidly approaching a socialistic state. Yet we are accepting
it as a more or less settled policy as far as the national government
is concerned at this time.
In addition, when as accountants we are dealing with income
taxes, we have to consider not merely the current rate, but in
some cases we will find the taxes for past years to be an important
factor in the financial position. Only this past week, in relation
to an examination that my own firm was making for refinancing
purposes, the bankers asked us to give them not merely a certifi
cation of the balance-sheet, which we would have given in due
course in any event for publication in the prospectus, but also a
letter directed to the bankers stating our conclusions with respect
to the tax liability of the company that had been under examina
tion. We were particularly asked to state whether or not we be
lieved that there was prospect of any material amount of additional
assessment because of the taxes of prior years which might have
either been examined by the treasury and have been under dis
cussion with it, or for years which might not as yet have even been
examined by the treasury department.
*An address delivered at a meeting of the New York State Society of Certified Public
Accountants, New York, November 8,1926. It was intended by means of this paper and the
preceding one by Mr. J. P. Friedman to cover the entire field of the subject discussed.
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EFFECT OF TAXES ON THE BALANCE-SHEET

The tax liability in the balance-sheet falls into two general
classes. One is the liability for the assessments which may have
been made in the current year and which are to be paid in ordinary
course, but which, because of the use of the instalment basis, may
not yet have been paid at the date of the balance-sheet. Of
course, if the balance-sheet is at the close of the fiscal year of the
company, there ought to be no unpaid instalments, but under the
1926 act it is feasible not only to get a special extension in case of
hardship resulting from a deficiency assessment for which pro
vision was made in the prior act as well, but also to get an ex
tension up to six months on current instalments. The latter
would hardly be availed of excepting in the case of a financially
weak company. It has been my observation, and I assume that
of many others here, that it is in the case of the financially weak
company that we especially have to watch all the different angles
and loopholes whereby liabilities might be omitted from the books
or in some way or other the financial position might be not com
pletely reflected in the accounts.
Almost invariably one finds that the practice of profitable and
successful concerns is different. My own opinion is that con
servative accounting practices and good business management
very often go together. The management that continually faces
conditions as they are and does not try to pull the wool over its
own eyes is likely to be both the one following conservative prac
tices in its accounts and the one which is getting satisfactory
business results.
It is important to see that any unpaid instalments are reflected
in the accounts or in the balance-sheet which is to be certified, and
also that provision is made for the accrued tax on the earnings of
the current year for which a return has not yet been made, be
cause of the fact that returns are not due until some months after
the close of the fiscal year of the company. If the balance-sheet is
being made at a date other than the close of the fiscal year, there
may also be tax accrued on profits earned during the current year
to date. These elements of the tax liability, however, do not as
a rule give the accountant much trouble. By referring to copies
of the tax returns on file, by looking up the instalments already
paid, or, if he deems it necessary, by communicating with the
local collector of internal revenue through the client, the account
12
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ant can ascertain to his satisfaction the amount of tax which should
appear as a liability on account of the current situation.
The real difficulty usually arises in relation to possible adjust
ments that may eventually become additional assessments, par
ticularly as some three, four or five years, or sometimes even six
years after the return has been made, the treasury may determine
that there is a large additional tax which ought to be paid.
I think that when our profits taxes were first imposed, back in
1917 and 1918, it took the bankers a little time to realize that here
was a new element in the financial situation that called for their
very careful consideration. In fact, some concerns for a time
did not make any provision in their balance-sheets for the tax
payable cm the income of the year at the close of which the
balance-sheet was being stated, their argument being that due to
the tax payments being spread over the following year the tax was
actually being paid out of the following year’s income. However,
I think it is generally agreed by accountants that this is a fallacy
and that the tax accrues in the same period in which the income is
earned. Bankers now take a serious view of the possibility of
additional tax for prior years, particularly those going back to the
profits-tax years. When one realizes that in some cases the
additional taxes proposed have amounted to some millions of
dollars for two or three years, he sees the seriousness of that ele
ment in considering a financial position.
The question is how far the accountant ought to go and what
he can do to determine what the real liability is in a case of that
kind. My own feeling is that this is an item or element in a
financial statement about which there is no one better qualified
to examine into the facts and express an opinion than the account
ant. Wherever it is feasible to do so, I think the accountant
ought himself to examine the situation and determine whether
in his opinion there is any likelihood of a material amount of
additional tax being assessed.
Sometimes the accountant may encounter a situation where his
instructions limit him somewhat as to what he may do in that
case. The client may feel that, the matter of the taxes being in
the hands of legal counsel, the accountant should be satisfied with
an opinion of counsel as to the probability or otherwise of any
additional taxes for prior years. That might be all right if all
lawyers were qualified to deal with income-tax problems, but, as
we know, a great many lawyers prefer not to deal with tax prob
13
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lems, presumably because they have either not had the accounting
training essential to the proper grasp of the subject, or because
they do not want to enter into the degree of specialization which
the subject requires.
I noticed a rather interesting paragraph in a certification that
has appeared for several years on the balance-sheet of one of the
largest corporations in the country. The paragraph reads:
“ We have verified your provision for current federal tax liability, but
have made no study of the reserves which you have established as suf
ficient to meet any tax adjustments applicable to prior years, since the
corporation has a special department to handle such federal tax matters."

♦
This qualification indicates the conviction that the firm of
accountants which drafted it feels—and the conviction which I
share—that wherever there is either serious question, or a total
inability on the part of the accountant (whether by limitation of
his examination or for any other reason) to determine to his own
satisfaction the extent of the probable or possible liability for
taxes for earlier years, a qualification should appear.
A procedure which has been resorted to in some cases (we have
done it in our own office on a number of balance-sheets where
there has been additional tax proposed by the treasury depart
ment, but the outcome is uncertain) is to make a note on the
balance-sheet indicating the proposed tax as a contingent liability.
It is hardly fair to ask a client to set up a direct liability for a tax
merely threatened by the treasury department, unless one is
absolutely satisfied that most or all of it will have to be paid
eventually.
I presume most of us have had sufficient experience with the
treasury department to know that the amount of tax proposed
in any given instance is ordinarily not a conclusive indication of
what will eventually have to be paid. Nevertheless, the possi
bility has to be reckoned with just as it does in the case of any
contingency that is involved in the financial position which is
under examination.
Then there should be considered not only the additional tax for
years which may have already been the subject of examination by
the treasury, but also any additional tax which may eventually
develop for other years not yet under review. In my opinion, the
accountant should endeavor to satisfy himself by his own review
as to the amount of additional tax which may be reasonably in
prospect.
14
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EFFECT OF TAXES ON THE INCOME ACCOUNT

Now, when it comes to the earnings statement, the element of
taxes is also an important consideration. With the profits-tax
years being left farther and farther behind us, it is not quite so
vital a consideration as it was for a time, but it still needs serious
consideration especially where the earnings are being stated over
a period of years going back to the profits-tax years.
A practice developed for a time, which is still being used to
some extent—perhaps rather slight now—of stating the earnings
on the basis of taxes being charged against the income at the rates
now in force rather than at the rates at which the tax was paid
during the years for which the earnings are being stated. I have
always had some reservation in my mind as to the soundness of
that practice. I can see that there is real justification for it in
some cases, but I can see that in others it is not a sound practice.
The abnormal conditions that gave rise to abnormally large
earnings were the same conditions which also gave rise to abnorm
ally high tax rates and in some instances, at least, it seemed to
me misleading to hold out in effect to prospective investors that
income was likely to be realized in the future at the high earnings
rates of the past, but that the tax would be paid only at the very
much lower rates now in force because of the elimination of the
profits taxes.
I doubt whether it is feasible to lay down a hard and fast rule.
Each case needs to be considered on its own facts, but I think it
is a practice that ought to be used with caution. To be sure, the
responsibility for the use of this practice probably falls on the
banker more than on the accountant, but the accountant today
is more of an advisor than ever he has been before, and the banker
and the lawyer are usually glad to get the accountant’s view on a
matter of this kind and certainly pay a great deal more attention
to the accountant’s views on matters of policy, even in the prepa
ration of a prospectus, than was true a relatively few years ago.
Another practice which we may consider with reference to the
stating of earnings and the relation thereto of taxes in earnings
figures in prospectuses, is that of stating the earnings before de
ducting income tax payable thereon. There are some cases in
which that is a permissible practice. For instance, where the
earnings are being stated with a view to their application to bond
Interest, there seems to be a tenable argument for stating the
15

The Journal of Accountancy
earnings before taxes, assuming always, of course, that it is made
perfectly clear that the earnings are being stated on that basis.
Bond interest or note interest is a deduction in the tax return,
and consequently no tax will be payable until the earnings exceed
the bond or note interest. Accordingly the relation between the
amount of earnings which may be available for interest and the
amount of that interest is perhaps shown in a more informative
way for the investor, and in a perfectly fair way from the view
point of the obligor on bonds or notes, than if the earnings are
stated after deducting taxes. Of course, to state them after
taxes is more conservative, but I am speaking of what may be per
missible and proper.
There is one class of taxes other than our own federal income
tax where, in determining the amount of tax reserves for the bal
ance-sheet or of the taxes to be applied in stating earnings, the
accountant may have to rely on the opinion of counsel, and that
is in examinations made abroad. Those accountants who have
been handling engagements in Germany particularly have been,
I think, finding that there, because of the complexity of the tax
situation and the need for intense specialization in consideration of
the legal features, it is necessary to rely primarily on the opinion
of counsel with respect to the amount of tax that will probably be
payable, for instance, under the Dawes plan. It is regarded as
good practice in certifying either balance-sheet or earnings for
the accountant to indicate the authority for the provision which
has been made for that type of tax.
TAX SUGGESTIONS

There is one other way in which the accountant has contact
with the tax features of the kind of transactions to which I have
been referring, namely, refinancing, consolidations and mergers,
particularly the latter two. I have mentioned the advice he may
be able to give advantageously as to the form that the transactions
shall take. There have been a number of instances during the
last few years where tax has been paid because of the form in
which transactions have been carried through, which could readily
have been avoided or could have been successfully avoided, even
if not readily, by a study and consideration of the situation by
some one thoroughly conversant with the tax features of such
transactions. For instance, in consolidations or similar transac
tions property is transferred by one corporation to another in such
16
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a way as to result in a closed transaction, and a tax is imposed on
the transferor, when the transaction could be worked out so that
instead of a tax on the transferor (vendor) corporation and an
other on its stockholders on distribution of the proceeds, the
stockholders of the vendor corporation in effect would make the
transfer and only one tax would be imposed.
Everything of that kind is a study in itself, and it is hardly
feasible to go into the details, but it is just in such matters that
the accountant can be of very great value to the business and
financial world. It has been in matters of that kind that the
accountant in recent years especially has been proving himself
to be much more than a mere arithmetician or a mathematical
wizard, and has been demonstrating that he is a man of broad
insight into the matters that come within the scope of his ob
servation and study, and that he can make practical sugges
tions as well as deal with the mere technical or theoretical side of
accounts. It has been the experience in our office that sug
gestions along the line of the form which transactions may take
to minimize the taxes are usually welcomed.
FORM OF CERTIFICATES

Limitations of time will permit only of throwing out one or
two suggestions on the form of certification, whether of the
balance-sheet or of the earnings statement. We are all agreed
that a fundamental requirement for accountants’ certificates, and
especially those which are appended to so-called modified balancesheets and modified earnings statements, is that they shall be def
inite and informing and shall not withhold information which is
essential to the correct understanding of the financial statement.
Here, again, a great deal of judgment is necessary. In some
cases of refinancing or of consolidation or merger, if one wanted
to put into the heading of the modified balance-sheet, or in the
certification, all the details of the transactions which are involved,
one might have a page or two filled with descriptions of such
transactions. Judgment must be exercised to determine just
what a reasonable disclosure does actually require.
This much is certain, that where a balance-sheet is being pre
pared or stated which gives effect to transactions after its date,
or where the earnings are being modified in any way from the
figures actually experienced in the past, that fact or that series
of facts must be clearly brought out. Such a statement, whether
17
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a balance-sheet or an earnings statement, should not be open to
the construction by a reasonably careful reader that it is an
unmodified balance-sheet or earnings statement, and there
should be sufficient description of the character of transaction,
not necessarily the minutiae thereof, to make clear what has
been given effect to in preparing these modified statements.
I might use as an illustration the sale of a bond issue. The
heading of the balance-sheet or the accountant’s certification
should show if it is a fact that effect is being given to the sale of
the bond issue and the introduction of the proceeds into the cor
poration’s balance-sheet. On the other hand, I think it is the
consensus of opinion among accountants that the price at which
the bond issue is sold need not be shown. The effect of the
price is reflected in the dollars and cents that modify the balancesheet and that is sufficient disclosure or paints the picture suffi
ciently for the prospective investor.
Disclosure of the modifications of the earnings to which
effect may be given in the earnings statement is very important.
There is an increasing tendency to modify earnings figures in
stating the experience of the past as basis for expectations of
future results. One tendency that seems to be on the increase is
to eliminate from the actual earnings of the past so-called non
recurring charges on the assumption that they will not be incurred
in the future. The accountant needs to be on his guard to be sure
that they are actually charges which in all probability will be
non-recurring, and the fact that they are excluded must be clear
from the certification. Where additional income is introduced,
as, for instance, the allowance of an assumed rate of earning or of
interest on the new capital that is being put in, it is exceedingly
important that this fact be clearly brought out so that the in
vestor may see that the earnings figures reported to him, as it
were, are not the precise earnings of the past, but to some
extent give effect to anticipations of future conditions.
In considering the subject of modified balance-sheets the follow
ing rules which a special committee of the American Institute of
Accountants, in cooperation with bankers, suggested several years
ago for the guidance of members of the Institute are of interest:
1. The accountant may certify a statement of a company giving effect
as at the date thereof to transactions entered into subsequently only
under the following conditions, viz.:
(a) If the subsequent transactions are the subject of a definite (preferably
written) contract or agreement between the company and bankers
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(or parties.) who the accountant is satisfied are responsible and able
to carry out their engagement,
(b) If the interval between the date of the statement and the date of the
subsequent transactions is reasonably short—not to exceed, say,
four months,
(c) If the accountant, after due inquiry, or preferably after actual in
vestigation, has no reason to suppose that other transactions or
developments have in the interval materially affected adversely
the position of the company; and
(d) If the character of the transaction to which effect is given is clearly
disclosed, i e., either at the heading of the statement or somewhere in
the statement there shall be stated clearly the purpose for which the
statement is issued.
2. The accountant should not certify a statement giving effect to trans
actions contemplated but not actually entered into at the date of the
certificate, with the sole exception that he may give effect to the proposed
application of the proceeds of new financing where the application is
clearly disclosed on the face of the statement or in the certificate and the
accountant is satisfied that the funds can and will be applied in the manner
indicated. It is not necessary that the precise liability shown in the
balance-sheet before adjustment should actually be paid out of the new
money. It is sufficient, for instance, where the balance-sheet before the
financing shows bank loans, if the proceeds are to be applied to bank
loans which are either identical with or have replaced the bank loans
actually outstanding at the date of the balance-sheet. Ordinarily, how
ever, the accountant should not apply the proceeds of financing to the
payment of current trade accounts payable, at least not against a normal
volume of such current accounts payable, because there must always be
such accounts outstanding and the application of new money against the
outstandings at the date of the balance-sheet results in showing a position
which in fact could never be attained. The accountant may usually best
satisfy himself that the funds will be applied as indicated by getting an
assurance from the issuing house on the point.
3. In any description of a statement or in any certificate relating thereto
it is desirable that the past tense should be used. It should also be made
clear that the transactions embodied have been definitely covered by
contracts.
4. When the accountant feels that he can not certify to such a hypo
thetical statement, probably because of the length of the period which has
elapsed since the accounts have been audited, he may be prepared to
write a letter, not in certificate form, stating that at the request of the
addressee a statement has been examined or prepared in which effect is
given, in his opinion correctly, to proposed transactions (which must be
dearly specified). Such letters should be given only in very special
cases and with the greatest care.

The report of the committee above referred to included il
lustrations of balance-sheet and certificate and of a letter coming
within the terms of the above rules. The complete report of the
committee, which constituted a helpful service to the accounting
profession, is found on pages 167-170 of the 1923 year-book of the
Institute.
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